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In Maren, 1981, the Congressional Budget Office report- 
memedas 2 COMbination of rapid inflation, nigh unemployment, 
mee produclLivity, and record high interest rates nad 
battered tne United States economy in 1930. In response 
momeie poor economic performance, President Reagan present- 
ed his economic recovery plan to Congress, Appendix A, on 
February 138, 1961. In nis address to Congress President 
Reagan stated that by 1980 double digit inflation would be 
ee in nalf, tne American economy would produce 13 million 
M=wejO0S, and tne gross national product would grow at an 
annuai rate of 4 to 5 percent. The President's plan con- 
tained four key elements: 

mmmcdiee tne growtn of federal expenditures. 

- Reduce taxes. 

- Deregulate certain industries. 

mee Star Pot and maintain a strict monetary policy 

Weestaenu KReacan's Dolan was theoretically based upon 
eae new wave of economic tninking called "Supply-Side 
Meenemics". in general, the concepts postulated that 
Stimulation of the productive elements of tne economy 
mould increase productivity and capital investment, 

Poereoy initiating an unprecendeted expansion of the 
Beonomy. Coupled with a restrictive monetary policy, 


{ 


these suppiy-side policies were Sxdee lea TO eae eee 
Nioyment, reduce inflctionge2nepeace ss so 2 ee 


QaLance tne sud sec Simultaneous 


Tne purpose of tnNlis daper 13 to address tne sues uae 
dave tne suop.y-side econcmic policies of Ene K2ea2an ada 
istration been adeduately tested oy tne fiscal exper ree 
°Y¥=-1931 tnrowrn FY-ie3t? Tac roreeases Of steers 
econojlie recovery Solan Will O€ COliparei UGHianie se 
econocjlic performance of tne respective years. Speen 
aity tnis paver Willi comoare various CCOmemme Tocco 


and evaluate tne success or railure of keagan's policies 


WIitMiNn 2 SeNneraily eccented lac rocconon2 oem 


oe iol: auliw ie Rie lo 
Tne seope of analysis will be Limited to an Gra eee 
cion of tne economic policies cr tne nea.an Gdminiad eee 


and c0@ @s53unNptions, forecasts, 2nd a@tual on yeu eee 


ee) §. 


KO 


Loe tederai Sudvets from FY=1901 tihod ieee) 
SIi3NLricant Linitation with respect lO menitemar omer 
analysis is tne question, wWnat if PreSijen. tere 
oeen reelected? Tne outeomes of the Reagan solicies are 
a matter or record wnereas, 346 SsCementc Due ee 
second Carter administration can Only Denes 72 


Ndditionaily, tne economy is a nuze and como.iex systena 


mieeeaoes nO e€natze very gquicvly. Ine hlomentum of 
meononw.s acCULViIGyY continues for varyinz lenshts of time 


Seema). UlOm ene strenztn and veliocity of previous 


Bie GerLer 


Lama) 


feeectes, AS a2 result, the polticies o 
Pemunistres>iOn ailecteéd tne values of economic indicators 
Pere-etetiy Gurins tne 1irst yesar of tne Reazan 


Remi scracion. 


BACKGROUND 


4 
b-4 
® 


Supply-side economics emersed as a new school of econd= 
mie thought as a result of the performance of tne ecornags 
in the mid 1970s. In 1975, unemployment was 6.5 pere@ems 
despite 2 federal deficit of 45 billion dollars.) foun 
fizures increased from tne 1974 levels of 5.6 percent 
unemployment and a6 billion dollar federal deficit. 
According to conventional economic theory this should new 
nappen because the existence of a large deficit should keep 
unemployment low ([Ref. l:p. 3]. Also, the simultaneous 
occurence of economic stagnation and comparatively nigh 
rates of inflation during the i9/70s eharacterized eine 
United States as a stasflation economy [ref. 220 .moue 
Supply=-side economics is more a cycle tnan an evolution 
economic thougnt because it is nothing more than class ie 
economics rediscovered [Ref. i:p. 1]. Bartlett [Reb Siem 
31 credits Irving Kristol as being the first to dranmage 
tention to supply-side economics. In an article Gives 
"Toward a 'New! TAO CL May 9, 1977 edition of tne 
Nelli Street. Journal; Kristel wirove. 

In response to this erisis in tne tneory of gece mae 
policy a 'new' economics is beginning to emer so eae 
Its focus 1S on economic growth, rather than veaone ase 
equilibrium or disequilibrium, and it sSeés Sue o ee 


arising from a free response (e.2., investments 
work, etc.) to the economic incentives of a freeware 


10 


Momo ney seCOnoules 15 SOMmethimes descrioed, rather 
Sniper comely wmmcce Supply-side fiscal policy’. . . it 
arises in opposition tothe Keynesian notion tnat an 
Mmicmease In deifand, oy itself, will inerease suppiy and 
tnererore accelerate economic growth. the ‘new' econo- 
mics asserts tnat an increase in demand, where tne 
fae or Ineenrives tO =rowtn are Svcifiled, will result 
mio ween ationw tc.1S Only an increase in produc- 
ElVity, woien converts latent into actual demand by 
Mamie sCOmmOdl1ties tO mar<ev at prices people can 
afford, that generates economic zrowth. 
Peco —= Tae eCCOnOmics LOCUS On ~Cne productive elements 
See cme economy such as the supoly of labor, the level of 
Bovine, and tne level of investment. sSupply-siders tar- 
mered tnese elements decause of the productivity problem. 
Between 1950 and 19907 the average annual percentage in- 
Grease in productivity averazed 2.4 percent. From 197e 
to 1977 the increase averaged only 0.65 vercent [{Ref. I:p. 
“mmeeotiso, ior tne first time im United States economic 
history, tnere were three consecutive yearly declines in 
Mmeeuccivity: 1973, 1979, and 1960 [Ref. 3:p. 124]. This 


Meena SUZZEStTS Ene productive elements of the economy 


required stimulation. 


wee! 2 MACROECONOMIC MODEL 

Gross National Product is an aggregate measure of the 
Peeaqs ang services produced oy a nation and depends upon 
many factors. GiP may be measured by expenditure or by 
fees Of income and is typically represented by the GNP 
meemcity {Ref. 4:5. 14]. 


Cee eee ere ete Xe Si) = GP = C + S + T + R 


C represents consuaption: L 13 inves tae eee 
ernnent expenditures; K 185 SkS07 Ga is ioe 
savinj3: T 135 taxes; and R 185 Utransiers 07 3 ¢7e) 7m eee 
nals. 2Zi1MALNAatIin swine foes couponent OF Une anty 
identity will Slaplify the mode.” Wilenou eee 0 2 ee 


ouroose in tuis saver. The new identity jyecomes = fae 


In equation 2, Y represents income. [nts "sito 


Ldeénvivty 15 Only 3 e€erinitvion of Ulir and Say sete 2aeee 


be 


ao0ut tne osehaviorael reLationsnios of tne various Comogem aaa 


Viewing tne United States economy as a inodel will illus@e ee 


various interrelationsnips amonz selected cconomic Varlagiaes 


This paper wils use tne macroseonomic model devezoped oy 





aor SUgbL icity, tAis oacer will aeiine Cease ee 
Ckocndy US OY Ted Paua  nOus eno weer lNus, Consume: mam 
1S PeDresenucd. Oy) Uns eCilar. on 
Cou eee eee 


Ce represents 4 MinilivVre ancune C1 cee eee 


regardiess or exostnous factors. {4e torn C14 Fepre a ie 
a component or coasunpntion taat depends Upon gees oe 
income. the coerficient ec is bositive and YQ) .ate cee 


income, lS Ger ined by eequs is oa 


= 
—s 


d 


Ce) Me = Y - T 
ans see scUn Sete I eemenease With an increase 
Mmeedtisoosa0le incoue. 
a. QLaivesraens 
Investment is represented oy tne equation: 
Coy. a 
aoe ments tne oTLy Interest rate and v 


Sificy 


ms ene marginal 


Mm@eeoopendent Levelt of investment. 


reater 


el 
© 


jmavestment function. 


rate the lower tne ieovel of investment. 
De 
peut Ss aeeel Jovernvent expenditure 
Seeeege equation: 
co a ae CeCe 
iivemercmeriskt Sianifies tnat 2Zovern: 
[eee fisca:i tool and may vary. It is cons 
pendent variaole. 
4, 


Tee Seder 1 med 


@emaeion c. Increases 


Peuation will arfect 


CnOCy “OT wemoleal . 


ves 
Caen O OUeecarriaesS a Nnezative si 
Therefore, tne hishe 








SSP ene suiiatrion of 
Or decreases in any 
mec orcdins ly. 


us 


= 
- 


assuned to pe 


} tne 


sn 


ca) 


the interest 


Lo wemresonved 


vent expenditure 


igered an inde- 


either 


Poneonewe Ol Tne 


Se cat) 

Saving represents the amount Of ineccme et eeo vee 
after consumption and taxes are deducted. It 15 represeiias 
by the equation: 

(7.) 3S =e eCeed 

Inereasinz the level of Saving will inerease Guise 
This is a definition of saving in the macro model. sS@hangame 
orally, tne level of saving 185 @ PTUNnCELONn WOT cone 


taxes and 6s represented by Tne (equa on. 


(7A.) A= Sn = ce) 


The level of taxes in this model is composed of Suge 

parts and 1s represented oy tne equation: 
COT <a RR ee ey 

The T* resresents that a portion of taxes@aroma 
risecal policy tool. in tne term xf, x 13 a DOSITIVeG =a eee 
and represents tne inerease in tax revenue due to increases 
in GNe. This represents the progressive tax sStructuremem 
the United States. 

eee Tne ilonetary Sector 


ented 


ee) 
Wi 


The monetary sector of the model Ps eo. 


Oy. tChree equations: 


Pea 
—_ 
e 

a 
~- 4 
—- 
iI 

-—- 
— 
“a 


z 
le Pomeuemor OUnc. Of money dGenanded without rezard 
memercone Oretae fate of interest. KY represents that tne 
Poonasor money will vary directly with Maceme Or Gill. 
a Mmomene Supoly Of Money and iS ecoual to ii* whicn can be 
ehanged oy tne aionétary autnorities. ii* is a monetary 
moemeymbool.,  Equacion 11 states an equiliorium condition. 
Mircepresents tne inverse relationsnip odetween the demand 
Mere emoney and interest rates. Tne coefficient m is a 
Beer ciye numoer DUt cerriesS a nezative sign indicating tnac 
Mmmpeirerest raves rise, tre demand for money falis. 
ia ome OC © CO Weems eee DOoOligGyeinsvruments whicn 
en De addujUsted to anflivence tne economy. Fiscal authorities 
Gan cnanze tovernment exoenditure (G*) or tne tax level 


me), ionetary authorities can change tne susply of money 


Me ine LS-Lif dodel 

fee ey ene CONLeZL OL ENG macroeconomic modei, IS and 
Memecurves, investment-saving and iiquidity of money, provide 
More SOpnMisticated framewors< for an analysis of fiscal 
ena monetary oolicies [Ref. S:p. 127). Tne IS curve reore- 
meres DOlntLS Of equilibriuw in the goods market and is 
Meee ved from tme investment and savinz functions. It 
meee cCOmMOlNalbions Of income and interest rates at which 


Meo ed investmen> ana saving are equal. The LH curve, 


representing points of equilibdrlum in tae 7 aie wa 

market, snows combinations of income ana Inter eove ares 

at which the demand for money equals tne Quanti7y son 

money in the economy. he intersection of tae IS anda 
curves, Figure 1, defines tne equilibrium pcint Of inte wee 
rates and income in the economy. In partveutblar, 15-57 
analysis demonstrates the effects of 1firstal = a)dano,- ca 
policieS On interest rates and tne level oT iaete we 


ineome- (ker. O22. hl Zo 14 


The relative effectiveness of fiscal and monetuagme 

policy depends upon tne Slopes of tne (5S andy bil ci. vas 
The multiplier effect of tne respective policy toovs uae 
9ends upon the initial position of the economy [Ref. Smee 
94]. Changes in volicy instruments can ode combined in many 
different ways to acnieve a desired macro equiliorium. lige, 
is important to realize that shifts in either the Is eomme 
curves produce a multiplier wnien determines the cumulatw 
affect oF fiscal or Monetary policy cages. 

BY assuming equilibrium in the investment and Savage 
sectors of the economy, tne macroeconomic model defines a 
Lax cut or increased vovernment expenditure as equivalent 


fiscal tools. Hence, tne change in income due to a enange 
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; (Sa ae ea Y Income 


The equilibrium interest rate and income are determined simuitane- 


ously at the intersection of the /S and LM curves. 


Heeemce wiles Pane DS-hi Cur es. 


ie 


in fiscal policy may be derined by eGqualion IZeagewema 
equals i/s, the multiplier associated With Udewi a eee 
Droveiia ley. COucay ec. 
Gite) di fda = a 

Tnis indicates that tne total impact of anvexoade 
Slonary fiscal policy will oe a multiple of the aie 
amount. As the IS curve snifts to the rignt, the eeanang 
moves along the Lit curve. Tne increase in interest rates 
Will cause a reduction in investment demand. Tne net 
effect depends upon tne slopes of tne IS and LEilgewa a 
and the absolute snift of eltner or both curves as "dere 
Mined: BY “Che iui ts lier. 

In the case of a change in=monetery policy 
increase in the money suododly will shift tne Li curve Gum 
Tnis excess supply of money will reduce interest rates amg 
consequently stimulate investment demand. The ratio of the 
increase in income due to tne rise in investment Ysa ene 
multisilier defined in equation 13 ber 44000 ee 

(ose a 7 del gem 

The cnange in investment resulting from a dGdropmemr 
interest rates 1S subject to a aultiollier der fe. 
equation 14. 


cite) Gay Gi Saemee 
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Orecmata temune COLal impact of the monetary policy 
emange depends upon the slopes of tne [5 and Li curves and 
M@emeaye La soolius Tresubting trom tne «aultipliers. 


De eee D. Management 





As evidenced by tne fiscal experience of the late 
1970s, the demand management policies of the federal 
Bovernment were unadle to promote economic prosperity. 

Maye traditional economic model, from which policies were 
mermulaved, did not include some supply-side considerations. 
Mor lation, productivity, waze rates, and tax rates were 
Bergdaps more important in stimulating economic growth 


maam previously realized. 
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Reducing inflation was one of tae oojeccvives igencieeee 
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during resident iee2e Conzress on Feortumiae 
id, 1981. Further.wore, tae President said inflavioneaee 
reducéd our prospects for economic Zrowtn auger = eee 
tne current nizh inflation to excessive zovernmen tes eemeeuee 
and an overly accomodative monetary policy [Ref. Appendix 
A]. The Reagan dian proposed sveciric decreases in budm@em 
outiays and a restrictive monetary 2OLlCyY as aac nears 


regiee =)0i lov on. 
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in tne macroeconomic modei, government spending 
@ riscalt tool tnat can stinuiate tne SCcononyeeo s) eee 
ployment eoquiittoriun. LF 20Vernweat Soar | eee 
excess of tnat required CO acaieve fuil eGaploymenwee 
resulting stress on tne economy can indvee anr Baad 
[Rer. 4:p. 174]. Actual sovernment spendin: mere see 
doubled from 1974 to 1930, out, unenploysient ineréeased 
from 5.5 to 7% percent, considerao.y less tnan full sno 
ment. in response, President Reagan proposea a prose 


' 


or budset restraint tnoat would reduce federal cougar we 


mrt} 


@ percent of GIP from 23 percent in 1991 to 19 s3moeme cee I 
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mi iogo4 [Rens Appenaix Aj. Actual outlays as a percent of 
Pia oie tnouene i190!) were 23.5, 24.5, 25.1 and 23.¢ 
respectively ({Ref. Appendix 3]. 

2, sonetary Poljey and inflation 

Weer clermeCOnOnte MOodew fstandlasnes tone suppiy of 
Pee yeas a DOoOlicy tool that 1s controlled by monetary 
Mommerities. In tne United States, tne rederal reserve 
Peer A2dgmNinisters monetary ovolicy and functions somewhar 
merependenciy. ine ted can ecnanze tne supply of money in 
Mays tO SUDDOMmB tneir view of the apdoropriate anount ofr 
Merrit respeet tO economic conditions. inis paper will 
Merene toe SUOpLY Of Money as iil: tne sum of currency, 
Memand Gceposits, travelers! enecxs, and otner checxabdle 
deposits. 

Seo tyec FeOvtrmem che norey sudd.ly can induce 
Mmipeercoion. Excess dewand resulting from increased invest- 
ment will raise Deiccmevcweone: . “ool ii jJ. President 
meosan's recovery olan desired a monetary policy tnat 
Berea reduce tne rave of money and credit srowta down Co 
Mmevcors CONSiISten’ witn noninflationary expansion of tne 
economy [Ref. Appendix A]. 

M1 grew at annual rates of 8.1 and 38.3 percent in 
Mey and 1976. In 1979 and 1960, the growth of il1 slowed 
memi.2 and 6.6 percent ressectively [Ref. Aopendix 3]. Tnis 


Gnange from increasing to decreasinz jgrowtan rates coincided 


ZAl 


witn tne appointment of Paul Voleker as Chair @an wo. ee 
rederal Reserve Board. In 1979 the Fed nad already esrau= 
tisned a restrictive monetary policy as indicaved > ea 
srowtn in wl. Volker restivemedmamaa. scene of iy, 
increasing tne tedera! funds face Up CoO 15 pe eee 
then to a peak of over 17 percent el aet ae fj. oeoon ee 
restrictive monetary policy continued through 1967 wita 
an annual growth rate in M1 of 6.5 percent [Rer. Appendam 
3). In response to tne 1981-1962 recession, the Fed 
eased monetary policy in mid 1932 in an attempt ¢o 
stimulate a recovery. Al grew at a rate of 6.6 percens 
in 1982 and 9.8 percent in 1983 in Support of a serene 
econoidic recovery. in 1984, H1 was reduced to a See 
ainuiak ereenca.e Bron t i sacc. 
Se (ne ipibatvron Rare 

ASSUiI1NS a restrictive monetary policy and™=,reciaam 
Tovernment exoenditures as a percent of GHP, UtUne hea 
pian forecast decreasing annual inflation rates for 1981 
tnrougn 19304 at 11.6, 8.3, 6.2, and 5.5 "percetem eee 
Appendix BJ. Actual disinflation, as neasSaredsoysea- 
Consumer Price Index, occurred at a mucn faster fate Gea 
increases in government spending as a percenv cia ae 
Actual inflation rates were 8.9, 3.9, 3.3 and 470" Seneca 
Tnis dramatic decline started from a rate of over 12 peremig 


Neg, oeeneye 
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4. 6 Phi ors) {Ob paitae 

DO ime oltdeni Carver ’s administration, tne 
Me eaitional policies of denand management failed to reduce 
Meetbatvion Without causing widespread unemploynent. ie 
tradeoff between inflation of wazes and unenployment was 
Mm@eisuracred jy A.t]. Pniilips in what 2S now commonly xnown 
meee Pnitiios Curve," Fizure 2. Phillips found that 
Peicis!! OJservations from 1801 to 1957 traced out 2 smooth, 
eumeyved relationship between chanzes in money wazes and 
mieeunenployment rate [Ref. 6:p. 331). In the late 1970s, 
Eee simultaneous nigh rates of inflation and unemployinent 
[rere acted tnet the Phiillios Curve nad snifted to a less 
Mayvoraole position wnere tne tradeoff was osetween a nigner 
memeroOi intlecion and a hizner rateyof unemployment. 

oe ere ence fees 3 

Tne anti-inflation oojective of the Xeagan dian ap- 
fre LO Oe a dmematicowsuccess. tne inflation rate was cut 
in haif by 19383, three years prior to the forecasted 
Maee. Also, Palmer [Ref. 8:p. 31-82) indicates that 
peermoucgh the snort-run costs or reduced inflation were 
Oigner unemployment and slower economic srowth, tne 
Mmeme-run Déenefits seem to be permanent and not a refiection 
of moe COWRWard SWinz of the ousiness cycle. 

Seretes Ot ede Reagan plan argue that tae use ofr 


Meer lecnvye MOonctcary policy to cause a snarp disinflation 


Rate of change of money wages 
(percent per year) 


1} 
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Figure 2 The Prillips Gus 
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mesa disaster. [mey contend 1t reduced investinent, raised 
Peete oe ete raised unemployment. =<vidence concerning the 
PeeumeeesusOredtsintlation iS mixed and not conclusive. 
meiner taet. 9:p.13] concludes that wage senavior data 
me e2est a SOmMeWnNatL Sreater rate of disinrlation per unit 
Beeunenployment occurred from 1931 tnroush 1933. This 
Mmieeores coe "Credibility Hypotnesis™ as described oy 
Merdnaus [Ref. 10:p. 254). 
eaveneea cOUgGmM 2suy in tne jhite House-perhaps encouraging 
an even tougner suy at the Fed-causes inflation to de- 
Seine more Quickly and at Less economic cost than it 


momar Simply On tne Dasis of tne given vatn of unemploy- 
meme and capacity utilization. 


Memerary co rellner, summer's paper indicates that tne cost 
meee rlacion as measured wsinsg wages or prices was not 
meeuced more rapidly as a result of the credidility nypo-~ 
Mm@esis the rapid disinflation was normal ziven tne severity 
Seeume recession and tne snarp appreciation in excnanse 
meee ol cine dollar conparecd to major treading currencies 


Merete f:0. 135). 


Reducing taxes was one of tne four key elements of 
mepaid keagan's economic recovery plan. Tnis oojective was 
fundamentaliy based upon tne precept that nigh taxes had 
Pemrously Grodeqg incentives to work, save, and invest [Ref. 
Mopendix Aj]. The Reagan plan proposed an across the board 
Meeuwevlon Of marginal tax rates for individuals by 10 
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percent per year for three years Starting July oe 
The plan aiso included a buSinéSsS tax CUuUnoy e270 205 eee 
zenerous depreciation allowances Via tne Acceleratvcamiaa. 
Recovery System. (Ref. Appendix A]. Nowtal personal 
income tax rate reductions ultimately totaled 23 perceane 
vice the proposed 30 percent [Ref. 10:p. 93]. 
i> Jnc ent yve= Lo siieie.< 

Tne suppiy of labor is one of tne most basic ele= 
ments of an economy and constitutes one of tne determi new 
of productivity. By reducinz personal tax rates 23 Dere@emam 
President Reagan noped to reduce the tax disincentivemes 
work and arfect an increase in the supply of labor. “Diotiiaae 
dizit inflation of the late 19/0s nad increased indiyv tiga 
tax rates by pushninzs nominal incomes Into hieiner Sea. 
brackets. Tnis phenomenon, Known as bracket creep, reduce 
disposable income and effectively snlfits a consumes. 
preference towards more leisure and less work [Ref. 4:o. 
129]. This result is illustrated in Figure 3. An inereaee 
in tne wage rate, due to a tax cut, will shift tne ouageee 
tine from W.d to WH. As the oudget line Sniftts  upWamee 
points of tangency are achieved on higher utility curvece 
The dashed line, HH, connects tne points of tageene. 
between the individual's utility curves and e€nesvaniem 
Oudget lines and represents tne individual's lLador=siaae 


curve. As income (Y) inereases, leisure (S) decreases. 
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Figure 3 The dork Leisure Decision. 
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Although the civilian lébor force particivary ona. 
increased from 63.8 to 64.4 vercent from 1930 ome 
this rate shows a steadily increasing trend since 1900 
(Ref. li:p. 294]. This trend is primarily the result of 
increased female participation in the labor force, Sew 
19660, tne labor force participation rate of women increagees 
from 40.3 percent to 52.9 pereent in 1983. 9 Dirifewmene 
same time period, tne male liabor force partici- 
pation rate decreased from 30.7 percent to 75.4 percent 
(Rete espe. 2a 
pans Suppl E 

This paper will define tne supply of labor as %gme 
sum of people employed and those officially counted as 
unemployed. After tne final Reagan tax cut nad deen imple- 
mented in 19383, the total number of people employed nad 
risen py 1.6 million or 1.59 percent compared to tne (oem 
level [Ref. i2@:p. 11]. Also, ‘unemployment nad increased 
DY e.5 percent or approximetely 2.5 million pedo ter = 
tnouzh the supply of labor increased by 4. lea ween 
peooie during the tax cut time period, there ses eee 
evidence directly crediting tne increase to the tdx eeu 
Haveman [Ref. 10:p. 120] estimates tnat a "reasonable 
best guess" of tne labor-supply response to the Reagan 
program would be on tne order of 1.5 percent, approximavous 


1.5 million people. Tnis explains less wtnan aaleeon eee 
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inerease in the labor force. Haveman furtner qualifies 
Myemestimates Of: Als Study by Stating, "Tnese estimates, 
moemust be empnasized are rough, and must be interpreted 
meee cauction. Very Little evidence was discovered 
Migeine the increase in the supply of labor to tne Reagan 
eax CUS. 
bee LoeCemr Lo Save 

Tone Reagan tax cut was also intended to increase 
Saving by increasing net income. As defined in equation 
meweesavin2s 25 a fUnevtvion of inceme minus taxes. In addition, 
a number of special incentives for saving, sucn as liberal- 
Mmeeeton Of Keogn dians, IRA's and "Ail-Savers Certificates," 
were establisned by tne administration [Rer. Appendix A]. 
This was intended to reverse the trend of declining saving 
rates aS a percentaze of disposable income. This rate nad 
Meee wed trom an average of ,.3 oercent from 1971 tnrouzh 
75> to an average of 5.2 percent from 1976 through 1980 
Meme miso. 351. From 1961 through 1984, after the Reazan 
Mmpereues Nad Deen implemented, tne averasze savinz rate of 
Dersonal income increased to 5.87 percent (Ref. 13:p. 
mie On a yearly basis, this rate increased from 5.8 
percent in 19380 to 5.6 percent in 1981. This was followed 


Spee yo CONSeECULIVe yearly declines in the Saving rate to 


cr 
= 
a) 


Smo percent to 1982 and 5.0 percent in 1983. In 1984 


Saving rate increased to 6.1 percent. 
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iL a to Inve 

Tne Reagan plan proposed an incentive to increase 
investment in production and job creation via faster depmee 
ciation sScnedudes Of mew (ecco see ae production equi one: 
[Ref. Aopendix A]. This incentive was implemented in 1981 
as the Accelerated Cost Recovery System. €n> genera 
increases in tne level of investment aid not cecurva. 
expected. Fizure 4 shows Sross private domestic investmense 
declined from mid 1981 to tne end of 1962. Tne decreases 
in investment coincided witn tne 19381-1932 recession. 
Altnougn tne Accelerated Cost Recovery System provided 
a real ineentive for businesses to inerease investment, 
Otbner econowic factors temporarily negated tne incenipaywee 
of the system. 

5. The Larrer Curve 

whereas President Carter voelieved a palanced 
budztet was possible primarily throuzn fiscal reste 
ronald nReazan used supply-side economics to explain how the 
Sudset would be balanced even With his proposed Vax eae 
Theoreticaliy, tne rapid expansion of the economy, init rae 
by tne tax cut, would ultimately increase tax recel1 sume 
increasing the tax base. This was also part of Keaszanee 
objective of getting biz Zovernment off the Dachksaeoteee 


people. 
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Investment. 


Sroccutritvave OOomesctic 
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A significant Guestion with respect C0 Caxuhey= eee 
anetner tax rates were too nisn. “ihe batt e. sean 
Fissure 5, illustrates a theoretical rellavions 7 toe ee 
tax rates and total tax revenue -aiae curve oenaves in a 
Manner such tnat tnere 1S an optimum tax rate at Witch 
revenues wid voce mMaxunizede Beyond this DOIN, aS Ute 
rate increases, total tax revenue decreases. dnis areas 
called tne proniboitive region and illustrates tne 1 im@®eawemee 
of taxation aS an ultimate fiscal COOMA 1 Stor ca eae 
there is no strong evidence to sugsest that tne Unie 
States tax structure nas ever been in tne progvo rem. 
region on a macro level. Although tax cuts nave never been 
self-financing within tne rirst year, tne Kennedy tax veug 


reveaied Unet. certain regions of a tax cumean se 


self-financing 


ae 





ae Aea@an tax cut of 1961 was remarkably “Seen 
to the Kennedy tax cuts of 1902 and 1954. B3otn s8ane 
reduced tne personal income and corocrate tax raves ae 
were criticized as being fiscally irrespows see eee 
<ennedy tax cut averased a twenty percent reduction in 
every personal income tax oracket and was pnased in over 
@ tnree year period. Additionally, tne corporate Taree. 


was reduced from 52 percent to 47 percent [xef. 1: o.itoee 


a2 





Tax Rates 
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Tax Revenues 


Pigure 5 The Simple Laffer Curve. 
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Foliowing the enactment of tne Kennedy tax cut, 
tne econony experienced a greater tnan noruaieee oe 
of real economic activity. A comparison of economic acuaee: 
sefore 1961 and after enactment of the tax cut, | eee 
indicates that unemployment declined from 6.7 percents 
3.0 percent and capacity utilization, as measured byw 
Federai Reserve Board, increased from 77.3 percent to 91.9 
percent. Also, during tnis period, real GNP Srew saree 
average annual rate of 5.9 percent (Ref. 14: p3eol. ae 
snould oe noted tnat from 1965 on, Bartlett [kef. 12 oe 
discounts tne stimulative effects of the Aennedy tax eum 
due to excessive zovernment spending and increases in the 
Guantity of money. 

An examinavion of tne tax revenue data from tnis 
time period reveals some interesting facts. As a result 
of tne tax cuts, total tax revenue declined sugzesting 
Lax rates were in tne normal range of the Laffer Curve. 
However, total tax revenue from individuals earning mioge 
than 100,000 dollars actually increased, sugcestinee pa 
particular region of the tax structure Haq ceen siimene 
prohibitive region on the Laffer Curve [Ref. (eae oee 

Altnougn the votal revenue impact of a@ Tax Cuvee 
nesative in tne snort-run, COnLroversy exists ease 
whetner a tax cut 13s self-financing in tae enw 


several studies indicate that the Kennedy tax cuts were 
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Bieeed seltja=tanmanecine as evidenced my the testimony of 
Pewerer iellerwoerore tne Joint ECOnNOmMic Committee in 
orf: [Dene erat Of buselr in inermeased revenues? f 


mumee coe ev@aence iS Very Strong that it did.” 


See iionetary Policy 

intewreederat Reserve indenvendently administers monetary 
Memrey in tne United States. The red normaily uses tnree 
eee ve MnsuUrumentS TO ©djust tne suppiy of money; open-market 
Miter ONs, Tie discount windoW, and tne reserve ratio 
Beets oe e/4i. Hach policy instrument adjusts tne supply 
@meemoney Cnrouza different marxetv mecnanisms and ultimately 
Perect interest races. As defined by equations 9 and 11, 
Mew interest rates nave en inverse and cirect relationsnip 
meme noney Supply. in addition, witnin the context of 
MImereerocoOnOmICc Godel, Only @ Sinzie interest rate is 
Besumed to exist. 

ee elonieoeary Policy and Interest Rates 

MieomevarVenolLlcy ena interest rates are significant 

Peeea resDecte CO economic 2%rowtn because they affect the 
level of investment. Rade Powe ekenohtOw.s revresenved py 


Soaction 5. An overly restrictive monetary policy will 


Migoauce lower levels of investinent as a result of high 
[Memtecouenates. {this SoOSeS tne Question: Did tne Fed's 


Memetvery policy support President Reagan's econonic recovery 
Dlan? Three-ifontn Treasury Bill rates were forecasted in 


Si, 


tne Reagan plan to decline from 11.1 percent in 1901) tou7ee 
sercent in 1984. Actual rates for 1981 tnrough 1984 were 
14.1, 10.7, 8.6, and 9.6 pereent [Ref. Appendix By.) Ditteauas 
tnat time period, the actual interest rate wveraged more 
tnan 2 percent higner than = nesemierecastede 


Ra ee 





Accordinz to the Reagan doctrine of 1981, finamemmem 
markets would rally end an immediate plunge in interest rates 
would initiate the recovery cyele [Ref. 7:p. 25]. In 
Narticular, capital investment was expected to de 2 Maem 
factor contributing to the recovery due to tne implemenvagaee 
of the Accelerated Cost Recovery System. 

Tre plunze in interest raves 41d neve cce uma, 

1981 as expected. In fact, long-term interest rates rose 
from 9.6 percent in 1979 to an average of 14.7 percent in 
ne first half cf 1962 [Ref. 7:p. 157]. 4§ Siete 
decline in interest rates did not occur until the eq eae 
its restrictive monetary policy in 1932. Continued agen 
real rates of interest discourazged investment througn 19381 
and also made U.S. markets attractive to foreign InVesara ee 
This resulted in the increase in value of tne UjSjeceme 
relative to otner currencies and increased the unfavorabdie 
affects upon investment of tne steel and otner industries 
already experiencing strong competition from 1ateeme nee 


Markets wikhe r=. -oeb ef lele 


Unewreocenmmeg@e Cae an oUSiness tax cuts failed to 
stimulate investment was tne five-percent increase in 
(ieee ueoreraues. 1his increase erireéetively mezgated 
tne incentives of the Accelerated Cost iene oy SiGe 
Memementrouuccion of ACRS provided an additional nine billion 
Memlars to corporactions in FY 1982 and would nave produced 
femenim coe rollowinz years: 17 oillion in 19383 and 23 


1 . 


fometaetoo4. evans ([Ref. ~:5. 153] estiwates that tne 


+-' 


11 
mve Dercentazge OO1nNt increase in tne long-term interest 
rate was responsivle for decreasing investment by 25.5 
Meeeevon aqoliars. fnis estimate 1S supported oy the fact 
that fixed business investment declined 17 Sillion dollars 
from implementation of tne tax cut throu:cn early 1963 


Mee. {:p. 157). 





NWememeecOtomnots Will a@zree that a consequence of 
mec otur?celve monetary policy is a hizner rate of un- 
employment. itn the unemployment rate at 7.5 percent in 
1951, the prospects of a restrictive monetary policy ade 
Mien issue politically sensitive. Tne Carter administration 
Maas Viewed unemployment as a top economic sriority and 
Gad ocen very responsive in inplementinzg prozrams to xeep 
M@emolOyment aS low aS poSsibdDle. tne Reazan vlan dismissed 
Mme orecepl that a restrictive monetary policy wouid 


mierease Unemployment oy Maintaining tnat a rapid expansion 


on 


of tne economy would occur and adsorb any adverse vet? ecg 
In 1981, instead of an economic boom, a recession Occurred 


and unemployment reacned 9.7 percent in 1982 [Ref. 3:5. 356), 


D. Government Spenaing 

Tne Reazan plan was especially critical of ene “umeceime 
cro:iled growtn" of government soending ([Rer. Anpendix aim 
Tne plan attributed the hizgn susteined rave Of intlaewe 
tO an Overly expansive fiscal policy and est4achoa. 
reductions in tne Zrowth rate of government spendin aaa 
central zoal. Tne actual ievel of federal cutlays fae. 
1981 through 1934 support tne success of the administ raga 
in acnieving this soal. In 1980, government seemdane 
increased py more tnan 17 percent from trae Drevious Youu 
(Ref. 15:0. 1-4). Figure 6 illustrates the suceessa 
yearly declines in tne growth rate or federal spendaa 
during President. Keagan'’s(1irst.) tering tee 


Tne proposed shift in federal spendin: towara deieageae 


ab) 
ay 
@) 


away from comestic Drosrans was JUST i? 1eu een 
asSl&nment of budget priorities to reflecimeaemeae 
responsibility of tne rederal and State zovernments (aus 
Appendix AJ. Altnouzhn defense spending increased sub- 
Stantially, tne actual level of proposed domestic ouGee 
cuts was less tnan planned. This is evidenced by tre 
fact tnat rederal spending as a percent of GiJUP was nor 
reduced as previously noted in tnhiseepavenws 
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Federal Outlays 
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Figure 5 Growth Rate of the Federal jtudget. 
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A major policy conclusion of Keynesian eeconegaa 
is that expansive fiscal policy-in the forn@ot verrn. 
additional zovernment spending or a tax cut-is the adoro-= 
9riate response to conditions of slack demand and unempiigue 
ment [Ref. 6:p. 87]. Tonis is represented in the macroeeem 
nomic model by equations 5 and 8. The Reazan plan proposed 
tnat tne tax cuts Would offset the negative jipacumen 
unemployment resulting from a reduction in geveri@ene 
soending via accelerated economic growth {Ref. Appendix 
Aj. iIn actuality, government spending continued to 
2nerease at a decreasing rate while the proposed tax cugs 
were implemented. The plan nad forecasted yearly declines 
in the unemployment rate from 7.8 percent in 1901 @eomcme 
percent in 19384 [Ref. Appendix 3B]. Actual unemployment 
rates for 1961 throuzn 1984 averaged 7.5, 9.5, Jue 
(.4 percent respectively. A meaningrul analysts sone 


affect of the Reazan tax cuts upon the unemployme dp ae 


is not feasible due to the strong influence of the 1981-1932 


recession. 





GNP growtn «way oe measured in a variety of ways. 
Tnis paper will use yeariy percentage change measured in 
1972 doilars. Tnis adjusted figure provides a measles 


the growth of reali output tnrousn time and 2s (oe) jae 
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Bimzle best measure Of economic performance. Ine long 
merece econemic forecasts of GNP growth in tne federal 
meme ers from 190% through 1904 ranze from 3.7 to 5.5 percent 
poapeaea inean value of 4.2 percent. These forecasts indicate 
M@enOoctiIMm1Stic attitude tnat tne administration would 
Meemeove C€cOnomic prosperity in the long-run. 
ijemucacaieplban sOUCht. to reduce sovernment spend- 
Mmipenoriviacrily for two reasons. First, reduced spending 
Pomra reduce deficits. second, reduced spending would 
memeceune ever=larze snare of economic resources being 
consuiled oy tne government [Ref. Appendix Aj]. The plan 
Mmeeooer Delieved that gsovernment spending had reached a 
Bevel where Orivate spendinz was deing displaced thus 
Mmerodgucinzg inefficiencies into tne economy. nis result 
Memcoionly xnown as the crowding out effect [Ref. O:p. 
fe sith respect to real GNP zrowtn, the Reagan policy 
of reducing z0vernment expenditure to stimulates economic 
Meeeoyed Cannot ode evaluated since sovernment spending was 
[~——~—~eoeOCeca co ENG extent proposed. In addition, research 
discovered no metnod or evidence to either verify or 


memect this precept. 


Eee DeTicits 

Weitere reduetion was a nigh priority in tne Reazan 
Seonomie recovery plan. It even forecasted decreasing 
momteits from 54.5 billion dollars in 19381 to a budget 


4 


surplus of 0.5 oillion dollars in 1964 (Ret. Sapencue eee 
Actual oudget deficits from 1981 tnhrouen 1905 rome 
almost 000 billion doliars [Ref. 16:5. 9.50]. Nny Sones 
Reagan, one of the most conservative oresidents in receuy 
history, would allow such larze deficits to €xisvewoeee 
enizsma. Altnough many factors contridouted to tne recom 
deficits, coinment on the oudget system will vbrovide 
meaningful bacxground. 
1. The Fundamental Preolem 

The fundamental prodlem of persistant defiitet teu 
rooted in tne pro-spending bias of legislative poliiae. 
[Ref. if:p. 365]. This oias permeates the Sudeet proceem 
in several ways. First, members of Conzress are movtivaues 
DY CWO Strong desires: to secure reélecri1Oneoy seer ae 
their constituents and to develop a personal power base 
in Contress. As a result, members often voropose additregee 
expenditures to benefit tneir constituients and form 
political alliances witn other members to ensure fTneir 


proposals are passed. second, exd€rtise On Scudeeua, 


natters 1S vested Within oudzet committees and SudDCcOlmi gee 


S f Be pete ceel ier atiey: " €nes “anil Le ees Sirs 
Consequently, the jurisdiction of these committees i 
seldom challenged. Tne overall effect 18 an Inerenoewees 
Dudget system that continuaily aads new oie 72 ioe 


seldom abolisnes. €xistUime Deooe a. 


42 


2: The Reagan Def'cit Levacy 

Veco MemUnMibyea@m™owaces aS NOt carried a budset 
Puieolus since 1969, tne Reazan deficit lezacy is infamous. 
Maee considered primarily a political OLEH nuge budset 
Mamie he oecrc Ow recoOsnized as a real economic problem 
Meer. i7:p. 43]. 

Pole betes ecderaledericit was 76 billion dollars. 
Mrs ecigOUnt Was NOt Significantly zreater tnan some of tne 
deficits experienced during tne last nalr of tne 1970s. 
ie r9e3 tne deficit increased to over 200 billion dollars. 
iio larze increase in the deficit can oe attributed 
Mmemeagrily to two factors. First, the proposed domestic 
Seencin: cuts were not achieved and thus tne increase in 
the defense budget represented a real increase in Zsovernment 
spending. Second, the 19¢1-1982 recession caused tne 
Reagan administration to overestimate tax receipts and 
MMmaerestimate domestic spending and the deficit. Wnereas 
federai spendinz increased by approximately 139 diilion 
dollars fron 1981 to 1983, federal revenue increased by 
eyo i.2 Dillion doliars and total tax receipts decreased 
eeee i billion dollars [Ref. Appendix 8]. In 1934, the 
6.8 percent GNP growtn rate appears to have exoanded the 
memeoase Since personal and corporate tax receipts increased 
Dy 27 bdiilion dollars [{Ref. Appendix BJ]. Nevertneless, 


Mmi@emido4 deficit totaled over 185 vbillion dollars. 


a) 


AS previously establisned, additicraieov 3 7- 
expenditures will nornally tnereasseeP ange ee a 
unemployment. Tne large budget defveees experimen ee 
durinz President Reagan’ s=flreveeoc, in Office quest diem 
the validity of nis supoly-side policies. Furvaeraonee 
deficits of tnese magnitudes nave undermined tne credapeuuas 
of supply-side policies Witn respect to Gilrywsrovvieede 


Une Loy ments 





Tne unprecedented 200 pillion dollar a year def ious 
level experienced during tne rkeaxzan administration promoted 
questions resardinz their impact upon tne economy. Graniiimag 
(Ref. 17:p. 48] proposes a convineing reason woy def item 
Saou Ld) (Oe. 1 eared. 

Deficits represent government dissaving, and unless 
ofrset py increases in private saving or capital imogmee 
trom adroad, deficits imply a lower Droportion Of Gime 
devoted to capital formation. Talis situation imp aaee 
reduced long-term growtn iu tre supoly of capltgalk. aie 
nenee in rucure output and consunption levels. 

Controversy exists as to wonether deficits actuawa 
reoresent a trade off between present and future consSulip vam 
If deficits are offset by increased personal saving or 


capital imports, tnen tne economic implications ©) saw 


deficits are not so ominous. 


Yl 


ieee OL US LONS 


Pomoc rresiagene neazan stated tnat oy 1966 double dizit 
MeaciOn Would De cutc in halt, tne American economy would 
Beoauce 13 Million new jobs, and GNP would grow at an 
fomal rate or 4 to 5 percent. in 1956, inflation is less 
Pe 4 percent, the economy emoloys 9 million more people, 
peor iS estimated to De srowing at an annual rate of 3.2 
percent (Ref. 13:p. 11]. Furthermore, the four key elements 
of the Reagan olan wilere implemented. The zrowth rate of 
Pederal expenditures deciined, taxes were reduced, soine 
industries were deregulated, and tne rederal Reserve Board 
Mepemealnatained a strict monetary policy. Despite the 
Meeerene success Of tne Reagan plan, tnis paper conciudes 
Mme Coe SupbDiy-Sid]e© policies of the teagan administration 
were not adequately tested by tne fiscal experience FY-31 
megemen FY-34., This conclusion is asased upon tne analysis 
Poet tne improvements in the economy were not achieved 
Tnorough the supply-side market mecnanisms postulated oy 
tne Reagan administration. 

Evyaliieation Of tne Success or fallure of President 
Reagan in promoting an economic recovery is difficult due 
Mmemmpeiie CXLeNL Of presidential control over both fiscal and 
Mem@ecary DOlicy. President Reagan's control over fiscal 
Memerey 15 Somewhat limited. Tnis results from tne fact 
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that over half of tne federal ouagzet 15 Uneont, co tag eee 
to entitlement orozgrams and Other exodend1 tumercav-20. 
deemed wiandatory. rinal levels of tederal ex d,end ieee. 
are aerermined tnrouzn periretmal interaction between Con@imeae 
and the Executive Orfice. ‘itn respect to monetary amu 
ederal Reserve Board administers policy independems 
Ol wene = xeoutayve Oniaeec- 

in ectuality, tne President o0SSesses Very) Sear. 
apsolute poiler with respect to the oudg@eu process sana 
therefore must ausinent his power tnrough political int liege 
President Keazan nas b¢gen extremely influential as evidenced 
Dy tne successful implementation of the elements of aw 
economic brozram and the increases in defense Svdendin ee 
Altnough the failure tc acnieve tne desired domeceime 
budget cuts contributed to record Geficits, ee ecoma ae 
Reagan has succeeded in stonewalling most of the pressure 
Por bak, Poereascae 

Tne anti-inflation objective of the Reazan adminiSU?Yaugmee 
is one of the tansible successes of tne Drea antes 
inflation rata declined at a much more rapid rate Tea 
anticipated and has remained at or velicw 4 dSercent Gare 
1985 and into 1986. +aintaininzg suen a policy is someriiam 
politically unpopular since tne resuits are ofter manip esa 
in nigner rates of unemployment and slower economic 


Zrowtn. Tne success of tne Reazan administration in 


Pavone it wer ronmuMmaerscores Tne Inportance of the 
moored 2OVermment In manazing tne G@conomy at a macro 
Mmeayote wowevyer, eryosenous factors contributed to the 
meearems success Of tne Reagan dylan in reducing pt rae fon. 
linge severicy of tne 1931-196e recession and declining 
PeeaeOu! Drices aideq tne disinflationary trend. 

Wie sueceecss Of the KReéazan administration in reducing 
Mmemerdl expenditure is mMarzginal. Althougnm tne administration 
Beeae achieve tne objective of reducing tne fsrowth rate of 
mevernnene spending, total outlays, as a percent of GNP, 
Mee ated almost tnree Dercéent nigner than tnose proposed 
Moergol. nis taree percent difference may be attributed 
Memewo evelnes. First, tne 1981-1982 recession slowed GNP 
Mmeervei. oecondiy, proposed domestic budzet cuts were 
Moe ecnieved and tnus represent a failure of fiscal 
@iscipiine. Consequently, the precept tnat reduced 
mevernment expenditure as a percentaze of GIP would 
meee OUce tO UlsSinriation was not sufficientiy tested by 
tne fiscal experience. 

mecaimmene Of Lhe oojectives of tne Reazan olan to 
Mierease the incentives to wors, save, and invest was not 
feeraent from tne analysis of the data. increased incentives 
Mearmemcox pected to result from a reduction in personal 
mmeeme CAxX “rales and introduction of the Accelerated Cost 


Meeovery System. Personai tax rate reductions ultimately 
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totaled 23 percent and were intended to increase Saving 
and work effort by increasing disposaviec 1¢o7)2 ae 
saving rate did snoW a modest increase of 20/7 sgmeec me 
from 1981 towl1Sote Event pero perc ene tne rate was 
far oelow tne 7.3 percent rate of tne early 19 / Osman 
demonstrated consideradle fluctuation Coineid tie 
1981-19382 recession. Tne lapor reree particibdation ram. 
also showed a modest increase of 0.0 percent from 9c lies 
1934 but cannot de credited fo the Reagan plan wee 
cCOLCaAaL Labor force participation rate nas demons acces 
steady and increasinz trend since 1950s 8lne@iacr, fim 
1931 tnrotza 1904, the male Lador force Darciewearias 
rate declined siightiy wnile tne female rate continued 
increase. Ine overali inerease in tne total” labor foree 
participation is due to the increased entry of female 
WORKCrS DCO. Uae. baevoruiier <u, 

The increase in investment resulting from tne eee 
Cost Recovery System failed to materialize. Urosseiegiy 
domestic investment declined from mid 1981 to the end of 
19382. Also, fixed business investment declined 17 billion 
dollars from implementation of the system tnrougn came 
1983. It should b2 noted tnat the levels of SaVingmane 
investment are oarticuiarily sensitive to e@concnve sl ace 
tuations and trends. Tnus, the 1981-1982 recession 


undoubtedly hat a strong influence on these Peverowag | 


43 


Sone cemencliysundchammed Tne anticipated affects of President 
means SuUDppLY side policies. 

Tne restrictive monetary poiicies of tne Federas Reserve 
eeeece  2enerally sup@merted oy che #eagan administration, 
Peer contac DECHmeventy reserictive compared to the 
eerie pOvley Gf WOney and credit growch consistent with 
Momagnilationary expansion. interest rates were constantly 
higner than those proposed in tne Reagan pian of 1991. 
Witmeema'rectiy contriouted to somewhat lower levers of 
Mmrescment and= slower economic Browth. AS previously 
Meeed, monetary policy 135 autononousiy administered py the 
Begeral xeserve Board. Tnerefore, evaiuation of various 
meee Ol the Reagan recovery »Xlan must taxe into consi- 
@eraction tne existence of an independent and possiodly 
Bemeradictory monetary policy. Furtnermore, tne policies 
Or tne Federal Reserve Soard nave considerable influence 
mmpracernalional markets which tnis paper has not addressed. 

Pinaily, the teagan deficit i1eszacy nad undermined tne 
MeearOility of Supply-side economic policies. das the 
recovery from tae 1981-1982 recession a result of supply-side 
Memmeeies Of Of an excessive fiscal stimuius which ief&rt 
Memrolits totaling 600 billion dollars from 1931 through 
mec4? These deficits were well in excess of tnose normally 


maemrred durin’ periods of recession. 
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Tne recovery from tne 1981-1982 recession was very 
strong. The stagtlationary trend of tne 19/0]=eaGmo 
broken. Inflation renained veiow 4 percent while GHP 
zrowtn reached 6.6 percent in 1984. However, the improvement 
in the economy was not achieved according Goetiew. 2 
plan. Thus, tnis paper cannot conclude that tne suns] yee 
policies were adequately tested by the £iscal exoderfeueee 
This conclusion impiles notning regardinzt the valiq eae 
Supply=side economic policies; oOniy Uthaueuiiey ss. Sew 


adequately tested within the Scovlewor Walls dsaper. 


cere eID hy aes 
pooner OR ECOUOHTEC RECOVERY 
white House Report (Edited) 
Beorucryileg- 190 | 
fees PROGRAi! FOR ECONOHIC RECOVERY 

Voday tne SdMinistration 1S proposing a national recovery 
Beebo reverse the debilitating combination of sustained 
Mim bacrion and economic distress whicn continues to face the 
Mm@eaean economy. “were we tO Stay With existing policies, 
Mmeemresult would De readily predictable: arising government 
Preesence in tne economy, more inilation, stagnating produc- 
Civity, and nizner unemployment. Indeed. tnere is reason 
mem ear ctoat, if we remain on this course, our economy may 
Suffer even more calamitously. 

The oenefit to tne average American will ve Striking. 
meray On. Whole 15 now @t dounple dizit rates, wiil oe cut 
Miemalf oy 1980. Tne American econouy wili produce thirteen 
Pmeerion new jobs by 1955, nearly tnree miilion more than 
Memvne SuoaltUs QuO in wovernment policy were to vorevail. 
i@emweconomy itself snould breax ous of its anemic srowth 
reer CO a MUCH More rooust @rowth trend of four cc 


five percent a year. Tnese positive resuits wiii be 


accomplished simultaneously wWitn reducing Caxeoumoe gee 
increasing private savings, and raising tne living Sstandaaeee 
of the American Tanviies: 

Tne plan consists @pepour tsa 


ty <8 stantial reduction in tne Zzrowin of federal 


Girtuces 


Oo © 
mo 3 


2) a SlgSnificant reguction in TederatcaX sae 
3) prudent relief of federai regulatory ourdens 


4) amonetary policy on the vart of the independent 


Federal Reserve Systein whicn is consistene vie 
Unoset pol ec 1es:, 


These four complementary policies form an iIntveyravedmwane 
comprehensive prozran. 

Tne leading edze of our program 1s the comprehensive 
reduction in the rapid zrowtn of redéGras Spendin2e] soon 
puUadgzet restraint iS .10re tTnan Cosmetic CHences sine 
estimates of Federal expenditure. 

Tae second elenent of tais prozran, woicn 15 equeae 
important and urgent, 1s the reduction in federal sen. ema 
income Cax rates oy ten percent 2 year [or tnres yea ae. 
arow. Cisseiy related to this iS Gn ineentive to {fee 
investment in production ana job creation Via faster Gan 
write-offs of new factories and production equtoavea 

The third key element of our economic expansion promi 
1S an ambitious reform of rezulations tnat Wl le eredcuc meee 
zovernment-imposed oarriers to investment, producciOnyssads 


enployment. 


iiemOouCemaspeeerot This cOmprenensive economic orogran 
Momaemonctary DoOlicy to provide tne tinencial environment 
fies cent With a2 Steady returm to sustained growth and 


ryt 


Saree stability. iMiMenwa Jrentetaole and steady srowth in 
tne money supply at wore modest ievels than often experienced 
Mmamcone pest Will be a vital contrioution to tne acnievement 


mmmeemne EC€COnOn.ce 20Oals desecrived in tnis report. 


eras jwlt PROBLeWS OF HIGH INFLATION AND STAGHANT GROWTH 
lime pomreles tmis Admin Stration is putting forward 

Mere ursent consideration by the Congress are oased on tne 

merc jae Enis Nation now faces its most serious set of 

Peemonic problems sinee the 1930s. Inflation has grown 

Mmeem One to one and a nalf percent a year in tne early 

1960s to about thirteen percent in tne past two years; 


ua 


Geeesinee World Jar I have we nad two years of back-to- 
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@ec, double-digit inflation. 
M@eeceOonOmic growth has oeen sSiowing. and the unenployment 


meme cr eCecOlna upward. Productivity growtn, the most 


MmeoorLant Sinzle measure of our aodiiii US ab Ove 2ou'r 


-- 
a 
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Peeenaard Of living, nas oeen deciinins steadily for more 
than a decade. iMimeemoupasto uiree yYeers, Our productivit 
Mecually fell. 

Tie mUCOseetmoeorcahc Cause Of OUr Economic probleas nas 
meee ne 2OvVernment itself. The Federal government, tnrougn 
meewmespending, resulatory, and monetary policies, nas 
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sacraficed long-term growtn and price Staple ao. 
ephemeral, snort-term goals. In Darticuiar, Sxeeceer 
government spendinz and overly accommodative ii0netany 
poLicies nave combined to Five us 4 climate Of Companies 
inflation. Tnat inflation itseli nas heloed  cacmea 
DroOveec es fore cov un. 

Tne federal government has greatly contributed Yomiae 


Mersistence of nizgh inflation. Overly SUtlmuUlativew? ieee 


t ca 


‘@) 
(D 
[es 
CD 
“Ss 
‘@) 
(D 
() 
(“A 
t= 
< 
(D 


and monetary policies, on averaze, nave tines 
spending ang tnus Dusned prices upward. Since 20Vvernmem: 
accommodation is widely exvoected to continue, inflate lvommeaee 
pecome emoedded in tne economy. Productivity, posut arm 
measured as output-pder-worxer-nour, 18S an indicator Of Meme 
efficiency of tne economy and, consecuently, of Our abi 
to maintain the rate of improvement in our standagamee 
living. Over tne past rifteen years, tne rate O7 \oReemee 
Livity improvement has Slowed ana now virtually adios 
Government policies have deen a wajor contriduvormwa. 


tne SiOW down, but they can be an even Norev iinet eans 


r+) 


eontributor to tne cure. The weight of veya eae 
tne discouragement tnat results from nNign Mar2zinaweee. 
ourdens are xey factors, but intia@ecion i1tselY avso oe 
an important role. Reduced capital formation 13) eeu 


Important and visibdle but not the only enannel 57 evi 


Cis O@ers. 


omar eomoOmme ome SYSten in reducing our past growth 
Pes OC iho 10r Improvins the prospects for future 
Meeeteoeserves special attention. By reducing the 
Mmreencives fOr investment and innovation, botn bsy indivi- 
Sela and OY OUSiInNeSsSS@eS, tn2 tax System has nveen a xey 
mise Of OUr Staznation. AESEOriIngs tne prover incentives 
fmmmeeiace a CONLrIOULIOnN to tne iong=run vitality of our 
economy. 

Micmomeo reso tyestye Or toe Dersonal income tax system 
Mmeyies rising tax rates on addictions to income tnat 
Merely keen pace with inflation. iousenolds tnerefore 
Mmeowetiat, even if their Zross incomes rise with inflation, 
BMaeir arter-tax, real income declines. some nousenolds 
Mesoond cO tnese Nizgner Marginal tax odurdens oy reducing 
Mie work efforct. "S3Sracket creep" also encoura:es 
Meer avers tO SeexX out tax sneiters; sources of income 
ite Offer nigner after-tax returns but not necessarily 
peeeiier oefore=tax returns tnan more productive sources, 
Mem CONurilbuting to economic inefficiency. in tne Last 
Mmremoecagdes, the congress nas reduced personal income 
Maxes seven times. ‘eavertneless, averase effective 
MmrmmeatLes are NOW adoul tToirty percent nigner than tneir 
mid-1960s low. ifarzinal tax rates have climoed in tandem 


a 


W1tN average rates. 


aie SLOAING THE GROWTG OF GOVERN SP eee 

Tae uncontrolled growth of s0Vernnent Sspendgaieess 
9een & primary cause of the sustained nign rates Of inf eae 
experienced oy the American economy. Pernaps of greater 
importance, tne continued and adparently inexoraodle Gx aye 
of Zo0vernment nas contributed to tne widespread expec tama 
of persisting and possioly niliiner rates of inflation fii 
Te Ula ces 

Thus, a centrai goal of the economic Drozram tomge 
reduce tne rate at whien government spendin: Pnereaseen 
In view of the seriousness of tne inflationary dressuae 
facinz us, the proposed reductions in the federal bude=en 
for the coming fiscal year are tne largest ever preposecr 

Tne spending reduction olan will shift federal) Sage 
priorities, so tnat federal resources are spent for pumpeee 
that are truly tne responsibility of tne national 39Vernieaee 
tae spendinz reductions will restrain federal involvemeng 
in areas tnat are properly ieft to state end local Zoveme 
NENCS. OC LO CAS tort vate Us cetom- 

Carrying out tonis program of DUgSEeC Yescraeq ae eee 
also nalt and begin to reverse tne tendency of #overniege 
to take an ever-larger share of our €conomic resource 
From a hign of twenty-three percent of tne sross national 


product in fiscal 1931, federal outlays are now soneduted 


1 
Gn 


to decline to over twenty-one percent (21.85) in fiscal 
mcoeanc to reach aoproximately nineteen percent oesinning 


may 1934. 


Me REDUCTHG TAX BURDEIIS 

Pees igor emorr Of Che cOomprenéensive economic program 
Meese Ol Lax provesals to improve tne after tax, after 
Mapbaction rewards to work, savinks, and investment. 
Mmoemenlon Ine€Vitaply increases tne burden of taxes on 
fem idualsS OY DUShinzg Chem into nigner and nigner marginal 
mimes. inf DUSiNesses, inflation wakes the purchase of 
Mm we equioment progressively more difficult by reducing 
MeemanoOunt Of cash floW availaoie for capital investment. 
Tne tax packaze addresses botn of tnese problems. 

As taxpayers move into nigner oraclats, incentives to 
Meme save, and invest are reduced, since eacn addition to 
Maecome yields less after-taxes than before. In tne late 
1960s and early 1970s, Americans saved between seven to 
Mere Dercent of personal, disposaole income. In 1979 and 
1930, tne saving rate was between five to six percent. Tne 
mem@omnavion Of inflation and higher marginal tax rates is 
Pae@ouotedly a major factor in tne lower personal Saving rate. 

Ome OmGeecem tesco OroOblens and to imorove tne after-tax 
meen fron work and from savings, tne President is asking 
mmemeonegress to reduce the marzinal tax rates for individuals 
@erOss cwne ooOard DY ten Dercent per year for tne next tnree 


aff 


years, staring July 1, 1981. This Would redveeuratecea. 
stages from a range of fourteen to seventeen percent to a 
range of ten to fifteen percent, effective January 1, 1984. 

Sinee the late 1960s, the ravenonr net capital forma- 
tion (excluding spending mandated to meet environmental 
standards) has fallen substantially. For the five years 
ending in 1979, increases in real-net business fPixea 
capital averaged just over two percent of the natvon 
real=net national product, or one=]=nalf tne patent omaea 
batter part. of the 1900s; 

As a consequence, the President is asking the congress 
to provide for an accelerated costerecovery system for 


machinery and equipment and certain structures. 


Mae (PROVIDDNG REGULATORY Shelia 

The rapid growth in federal regulations has retarded 
economic growth and contributed to inflationary pressures. 
While there is widespread agreement on the legitimate role 
of government in protecting the environment, pronevine 
health and safety, safegarding workers and consumers, and 
fFuaranteeing equal opportunity, there 1s also growing 
realization that excessive regulation is a very significant 


factor in our current economic ditt icuuies. 
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wo. COMWP@ROLLING MOUBY AND CREDIT 

lometecyere ney ets tne responsibility of the rederal 
Pee nw youedwean aindependent asency witnoin tne structure 
Meee ge sovelrnment. ine administration will do notining to 
Omagermine that independence. At tne same Cime, tne success 
Mame odvesn2 intilation, increasink& real incone, and reducing 
unemployment will depend on effective interaction or 
w@ietary DOLicy With Otner aspects of economic policy. 

Momecmieve Ghevzoals of tne administration's economic 
meeerai, COusistent monetary policy must be applied. Thus, 
Meets expected that the rate of money and credit growth 
meee oe OrousgNt down to levels consistent with non-infla- 
tionary expansion of the econony. 

PIiemetietaryepoOliCcy 15 too expansive, tnén inflation 
durinz tne years anead will continue to accelerate, and 
mye administration's economic program will oe undermined. 
MeeraviOnary osycnolocy will intensify. ‘lages, prices, 
Mmogencerest rates will reflect tne belief that inflation 
SeIeereStructive effects of infiation will continue. 
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